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139.1 


The Foreign Exchange Market 


Usually, transactions between traders in different countries involve the use of 
currencies. There are some exceptions, examples exist of bartering exports for imports, 
especially when currency controls are involved. But typically a currency is the means of 
payment . 


The foreign exchange market is not housed in a building, as is the stock market. Rather, 
it is a linkage of trading desks at major financial institutions via telecommunications. 
However, it is a broad enough market that quotations of trading prices are available daily 
in the newspapers . 


Banks, corporations, and individuals use the foreign exchange market to facilitate 
transactions. But it also has financial aspects. Assets denominated in particular currencies 
may have different yields . For example, if interest rates are generally higher in the US than 
the UK, American treasury notes will tend to yield more than British notes of the same maturity. 
A British investor might be attracted, therefore, to invest in the US rather than the UK. 
However, an exchange risk is involved. If the dollar depreciates relative to the pound, the 
higher yield of the US security might be offset by the depreciation. 


Assets in dollars, pounds, euros, etc. have characteristics of yield and riskiness 
(including exchange risk) . International investors will make portfolio decisions considering 
these characteristics. All things being equal, an increase in the yield on US assets will 
make such assets more attractive and attracts an inflow of foreign capital (and discourages 
an outflow of US capital) . This flow will occur until portfolios have adjusted. However, 
because the dollar is not a perfect substitute for other currencies (due to exchange risk) , 
equilibrium does not mean that US interest rates must be at the same level as foreign interest 
rates. And, indeed, interest rates can vary widely between countries. 
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It is important to distinguish between speculation and arbitrage in exchange markets . 
Currency speculation involves "playing a hunch" about future movements in exchange rates. 
For example, if you believed the pound was likely to appreciate, you might move your net assets 
(reallocate your portfolio) to pounds. Sometimes this is called taking a "long" position on 
the pound. Alternatively, if you thought the pound was likely to depreciate, you might want 
to arrange to have net liabilities in pounds. For example, you could borrow in Britain and 
invest the proceeds in dollars. (Taking a short position.) Then, after the pound fell in price, 
you could repay your loan with cheaply acquired pounds. Obviously, your success in such 
speculative ventures depends on whether your hunch is correct or not. If,,- 'for example, you 
went short on the pound by borrowing in Britain, and the pound app^pjstf.ftlyfl, you would lose 
your bet. You could have to repay your loan in expensive pounds. 

Arbitrage, in contrast, involves riskless transactions. Opportunities for arbitrage 
arise because of some temporary misalignment of prices. For example, suppose you observed 
that the market quoted the following rates : 

S3 = £1 and £1 - flO 

These rates imply that $3 should equal flO. But suppose you noticed that the exchange 
rate between the dollar and the franc actually was being quoted at $3 - fll. Such a configuration 
makes possible a riskless profit. You could take $3 and acquire fll. With your fll you could 
acquire £1.1 With your £1.1 you could acquire $3.30. Aid. this could be arranged with a few 
quick telephone calls and would result in a pure profit of 30 cents without risk. 

Of course, you would not be the only one to see the opportunity for a pure profit. Many 
transactors would attempt to sell dollars for francs. The franc would tend to rise in value 
relative to the dollar. Assuming that the first two rates ($3 = jfct and £1 p Cl-0) stayed the 
same, the franc would rise in value until $3 * flO. At that point, there is no room for arbitrage. 
The traders at the desks which make up the foreign exchange market are in a position to move 
large amounts of funds quickly when arbitrage opportunities arise. They therefore prevent 
misalignments of currency prices from occurring. 
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Question: If there are transactions costs such as brokerage fees for arranging currency 

transactions, what implication is there for currency exchange rate alignments? 

If you look in the newspaper, you may find quotations for some currencies in two forms: 
spot rates and forward rates. Spot rates are prices of currencies quoted today for immediate 
exchange. The spot rate for pounds is the price you would pay today for pounds delivered today. 

Forward rates are prices of currencies agreed upon today to govern currency transactions 
that will take place at some specified date in the future. For example, you could make a contract 
to sell pounds for dollars 90 days from now at a price to be effective then, but agreed upon 
today,. -The forward market can be used for speculation. If you thought the price of the pound 
(spot) 90 days from now would be lower than the current forward rate, you could agree to a 
contract to sell pounds forward. If your hunch was correct, 90 days from now you could buy 
pounds below the price upon which you had agreed, and then fulfill your contract at the agreed 
upon price. You would be buying low, selling high. 

Forward rates can also be used for hedging against risk. 1 Suppose you are an American 
importer who had ordered British goods at a price in pounds payable in 90 days. You have a 
liability in pounds but you don't know what the pound will cost in 90 days. To remove all 
risk, you can arrange today to buy pounds for delivery 90 days from now in the forward market. 
Since the forward exchange rate is agreed upon today, you know exactly what you will have 
to pay 90 days from now. 


1 Note that you can hedge without recourse to forward markets. Example: An American has a liability in 
pounds due in 90 days. He/she could acquire pounds to pay off the debt today in the spot market, hold the 
pounds in London for 90 days (earning the British rate of interest) and then pay off the debt. The net cost (which 
could be positive or negative) is the difference between British and American interest rates. Compare this cost 
with those entailed by hedging via the forward market (sec. 140). You will see they are the same (neglecting 
brokerage fees). 
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Given the previous discussion, you should be able to distinguish between the fcJ 1 ow i ng 4 ; 
concepts : 

1) The spot rate today. (Known, agreed upon today, carried out today.) 

2) The forward rate today. (Known, agreed upon today, carried out in, say, 90 days from 

today. ) 

3) The actual spot rate that will exist, say, 90 days from today. (Unknown, will be 

agreed upon 90 days from today, will be carried out 90 days from today.) 

4) The spot rate that is expected to exist, say, 90 days from today. (A guess about 
the future . ) 

Clearly, these concepts are related, fhe 90-day forward rate should be the market's 
expectation of what the spot rate will be 90 days from today. Hence, concept #2 is the consensus 
value of concept #4 which, in turn, is the expected value of concept #3. Hence, concept #2 

is the expected value of #3. Of course, #3 may well turn out to diverge from #4, since #4 

is a guess about the future. But we would not expect that #4 and #3 would systematically diverge 
for "long" periods of time. (Rational expectations.) 

It seems reasonable that concept #1 would be related to the others. Today's spot rate 
should be connected to #4. (Just as today's price of wheat should be connected to expectations 
of future wheat prices.) In the next section, we examine the linkage of #1 to #2, which, as 
we have already seen, is j'^hked to #4. 

Question : Suppose the 90-day forward rate is $1 = £1. You believe that the spot rate 90 days 
from now w i .1,1 be $1-04(£1.1O. If you are willing to speculate on your belief, what kind of 
forward transaction could you make? 



